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L INTRODUCTION

Cincinnati Bell Telephone Company ("CBT"), an independent, mid-size local exchange
carrier ("LEC"), submits these comments in response to the Commission's September 27, 1995
Notice of Proposed Rulemaking ("NPRM") in the above-captioned proceeding.’ In this NPRM,
the Commission seeks comment on issues related to the development of productivity factors and
sharing bands under price cap regulation.”? CBT's comments focus on particular factors which,
if modified, might make price cap regulation a more feasible option for small and mid-sized
companies. CBT also briefly addresses issues raised in the Commission's Second NPRM on LEC

Pricing Flexibility which relate to productivity factors.’

rice i X iers, CC Docket No. 94-
1, ﬂ&&ﬂﬂsﬁ_ﬂwm released September 27, 1995.

2 NPRM at § 12.

CC Docket No. 94-

" , CC Docket No.
93 124; Btzmmm_tg_ucg_caglinlﬂ_m&&l CC Docket No 93-197, Notice
of Proposed Rulemaking, released September 20, 1995, at 9§ 159-161.




Currently, CBT is subject to Optional Incentive Regulation ("OIR") for interstate access
services.* When the Commission developed the OIR rules for small and mid-size LECs, OIR was
envisioned as a step on a continuum toward price cap regulation and away from rate of ret\urn.
These rules recognized the fact that small and mid-size carriers required additional flexibility to
respond to increased challenges.” CBT initially elected OIR because it provided a degree of
regulatory and pricing flexibility that did not exist under rate of return regulation. CBT
determined that under the Commission's price cap regulations, small and mid-size service
providers, such as CBT, would be unable to meet the price cap productivity levels.®

Periodically, CBT reassesses whether to remain under OIR regulation or to consider
moving to price cap regulation. With every evaluation, CBT has determined that it should remain
under OIR regulation. CBT is concerned that the Commission continues to articulate regulations

which are rigid and provide little flexibility for small and mid-size companies, keeping them and

CBT from electing price caps.’

The rules articulated by the Commission for OIR became effective on June 11, 1993.
(See, Report and Order, CC Docket No. 92-135, adopted May 13, 1993, effective June
11, 1993.) CBT's initial tariff filing under the OIR regulations was made on October 1,
1993, with an effective date of January 15, 1994. In March of 1995, CBT filed its first
biennial OIR tariff filing.

Report and Order, CC Docket No. 92-135, adopted May 13, 1993, effective June
11, 1993.

This conclusion was supported by a productivity study submitted to the
Commission by CBT on June 19, 1989. See, CBT's Comments, CC Docket No.

87-313, filed June 19, 1989.

Although CBT discusses the advantages of OIR over price cap regulation, there are

some negative results from operating under OIR. CBT hopes, however, that by

pointing out a few differences in price cap and OIR rules the Commission will
understand why additional LECs have not chosen price cap regulation. Changes to the price cap
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IL. DISCUSSION

In its original LEC Price Cap Order, the Commission established a price cap index ("PCI")
for various categories of LEC access services.® The PCI represents the maximum price Ievel that
LECs may charge for services covered by the index.” With regard to developing the formula to
determine the PCI for each category of access services, the Commission is seeking comments on
issues related to the calculation of the X-Factor, various methods employed to compute the X-
Factor, a means of updating the X-Factor, the number of X-Factors necessary, and the
relationship of X-Factor levels to sharing requirements. "

A. BT A limination Of X-Factor: Earnin ring.

With competition, price caps are unnecessary as market forces govern LEC prices. As
competitors vie for customers, LECs will pass operational efficiencies on to customers in the form
of lower prices. In the absence of competition, X-Factors serve to prevent carriers from making
excessive profits when costs are on a downward trend as a result of greater cost efficiency. The
X-Factor provides regulators with an ex ante guarantee of lower prices, while earnings sharing
provides further ex post price reductions. To a certain degree, X-Factor values and earnings

sharing accomplish the same objective, that is, they act as surrogates for a competitive market.

plan will encourage selection of this pricing regulation.

Poli 1 cerni Domi iers, CC Docket No. 87-
313, 5 FCC Red 6786 (1990)("LEC Price Cap Order"). See also, NPRM at § 2.

> NPRM at 2.

' NPRM at { 14.



CBT believes strongly that productivity factors and earnings sharing are unnecessary in a
competitive environment and should be dropped from the price cap formula. Unfortunately, the
Commission seems predisposed to continuing the application of these adjustments. No rational
relationship exists between multiple X-Factors, earnings sharing bands and levels of pricing
flexibility, so there is no way to determine how to combine these factors to achieve an optimal
incentive structure. To compound the difficulty of this issue, the determination of an X-Factor
value and measurement is itself an arduous process. Adding arbitrary connections to earnings
sharing bands and flexible pricing rules further exacerbates this complex issue. Incentive
regulation mechanisms should be simple and logical, so that both carriers and regulators better
understand their financial effects.

B. BT implifi Factor ivity ("TFP" ions.

If the Commission does decide to continue to employ X-Factors in the context of price cap
regulation, CBT believes that price caps could be made more appealing to small and mid-size
LECs if the method of calculating the X-Factor is simple and does not involve the use of
proprietary data. The use of X-Factors to create and maintain incentives is effective only if those
factors are not subject to manipulation and are understood well enough to allow for intelligent
decision making.

CBT supports a total factor productivity method to calculate the X-Factor. However, CBT
is concerned that the Christensen method is too complex, requires the use of proprietary data, and

will be costly for small and mid-size companies to calculate.!' CBT asserts that a simpler method

1 NPRM at 49 22-76.



of calculation must be developed in order to make price caps attractive to small and mid-size

LECs."”

C. B f i X- r For All
LECs Operating Under Price Cap Regulation.

The Commission has requested specific comment on whether a long term price cap plan
should include multiple productivity factors or only a single productivity factor. The primary
reason to allow a regulated firm to choose from regulatory options is to induce the firm to use its
superior information about its operations to promote economic efficiency. The regulated company
will often have better information than the regulator about its production costs, customer demand,
competitors’ activities, and future productivity gains. When the company has superior
information, it can be induced to select a productivity target that best matches its capabilities, as
long as appropriate incentives are provided for it to do so.

In order to encourage more LECs to choose to operate under price cap regulation, CBT
believes that the Commission must develop multiple X-Factors. A single X-Factor would not
reflect differences in the economic conditions faced by each individual LEC, nor does a single X-
Factor reflect the differing economies of scale, the market conditions faced by the specific LEC
or the historical pricing and earnings philosophy of the LEC. A single X-Factor developed by the
Commission would, of necessity, be set at some mid-range level, so that it would operate as fairly
as possible for all LECs under price cap regulation. However, the choice of such a mid-range

figure by the Commission would be completely arbitrary. In this situation, some LECs could

2 CBT is in the process of analyzing alternative calculations of TFP.
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easily reach the X-Factor level, while others would find such a level completely impossible to
reach, depending on the operating circumstance of the LEC.

If the Commission were to choose to set a single X-Factor at a level which was either too
high or too low, then certain LECs or their customers would be penalized by decreased revenue
or higher prices. Thus, the Commission would have no choice but to select some mid-range point
at which to establish a single X-Factor. However, the establishment of such an X-Factor level
will not be an incentive for small and mid-size non-price cap companies to voluntarily submit to
price cap regulation. These companies, including CBT, have currently chosen not to operate
under price cap regulation due to the need to attain an impossibly high X-factor, even now with
three levels of X-Factors to choose from. Such companies certainly would have no incentive to
choose to operate under price cap regulation if there were only one X-Factor available.

Under no circumstances would it be appropriate for the Commission to assign mandatory
X-Factors to individual companies as proposed in the Second NPRM (Issue 19)."* Such an
assignment would presume that it is possible for the regulator to have better knowledge of
individual company characteristics and conditions than the company itself. LECs must be given
the flexibility to respond to changes in market size, competitiveness, and customer demand, which
are rapidly changing in a competitive environment. In addition, mandatory X-Factors would be

difficult, if not impossible to manage.

Price Cap Performance Review for I.ocal Exchange Carriers, CC Docket No. 94-
1; Treatment for Operator Services Under Price Cap Regulation, CC Docket No.
93-124; Revisions to Price Cap Rules for AT&T, CC Docket No. 93-197, Notice
of Proposed Rulemaking, released September 20, 1995, at €9 159-161.
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CBT asserts that for the reasons outlined above, the Commission, if it decides to continue
X-Factors, should establish multiple X-Factors in the long-term price cap plan. The development
of multiple factors would insure that the plan can be made to fit the particular circumstances of
each price cap LEC. CBT proposes that a lower level of X-Factors be offered to smaller
companies. Past CBT data has shown that smaller companies cannot meet the productivity factors
which the Commission has articulated for larger LECs."

Carriers that serve relatively small numbers of customers and primarily produce services
with historically small profit margins and limited growth potential might be eligible to select from
options which have a relatively small X-Factor. Larger carriers with superior growth and
profitability potential on the other hand might be eligible to select from other options. Each of
the options afforded the larger carriers might entail a higher X-Factor than the options provided
to the smaller firms. In this manner, the set of options provided to both large and small carriers
can reflect the broad knowledge available to the Commission concerning the carriers' capabilities
based on common characteristics, while still permitting the carriers to use their awareness of their
specific capabilities to choose the appropriate X-Factor within the range of options. CBT also
asserts that LECs should have the flexibility to select different X-Factors each year. This is
particularly important as the effects of competition may substantially change a company's
productivity gains from year to year.

While the multi-tiered regulatory mechanism CBT proposes may be somewhat more

complicated to implement, the benefits promised from accounting properly for both major

See, the productivity study submitted to the Commission by CBT on June 19,
1989. See, CBT's Comments, CC Docket No. 87-313, filed June 19, 1989.
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observable and unobservable differences among carriers seems likely to outweigh any additional
costs. This will also provide an incentive for small and mid-size firms to elect price cap
regulation.

D. CBT Opposes The Current Lifetime Rule For Price Cap Regulation.

Under current regulations, once a company makes the decision to operate under price cap
regulations, it may not alter this choice, even if such an election should prove to be economically
problematic. CBT asserts that such a "lifetime" rule of election is a disincentive for smaller
LECs, keeping them from choosing price cap regulation. CBT believes that if the Commission
wishes to increase the number of smaller LECs electing to operate under price cap regulations,
it must give them the ability to return to their previous form of regulation if circumstances
warrant.

CBT recommends that the Commission adopt rules which provide for an elective price cap
classification, under which a company which chooses to operate under price cap regulation must
continue to do so for a minimum of four years. At the end of this period, the company may then
choose to remain under price cap regulations, return to rate of return regulations or elect to
operate under OIR regulations. Such flexibility would provide an incentive for smaller LECs to
consider operating under price cap regulation, while providing them a mechanism to respond to

their changing circumstances.



1. CONCLUSION

CBT strongly urges the Commission to develop modifications to the current price cap
regulatory system which will make those regulations a more attractive option for small to mid-
size LECs. In addition, in a competitive market, X-Factors and earnings sharing should be
eliminated.

Respectfully submitted,

FROST & JACOBS

B/)éz B K
/" Thomas E. Taylor

Jack B. Harrison

2500 PNC Center

201 East Fifth Street
Cincinnati, Ohio 45202
(513) 651-6800

Attorneys for Cincinnati Bell

Telephone Company
Dated: January 16, 1996
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